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Important Changes for
SIMPLE retirement plans. Beginning in

1997, you may be able to set up a savings
incentive match plan for employees (SIM-
PLE). Generally, you can set up a SIMPLE
plan if you have 100 or fewer employees and
meet other requirements. See SIMPLE Plans
after the Simplified Employee Pension (SEP)
discussion.

Repeal of salary reduction arrangement
under a SEP (SARSEP). Beginning in Jan-
uary 1997, an employer is no longer allowed
to establish a salary reduction simplified em-
ployee pension (SARSEP) plan. However,
participants (including new participants) in a
SARSEP that was established before 1997
can continue to elect to have their employer
contribute part of their pay to the plan. New
participants include employees of the em-
ployer hired after 1996. See Salary Reduction
Arrangement under Simplified Employee
Pension (SEP).

Minimum required distribution rule modi-
fied. Beginning in 1997, new law changes
the required beginning date used to figure the
minimum required distribution from qualified
retirement plans. The required beginning date
for most participants still employed after age
70%: is April 1 of the calendar year that follows
the calendar year in which they retire. For
years prior to 1997, participants in qualified
plans and IRAs were required to begin distri-
butions by April 1 of the year following the
calendar year in which they reach age 70%,
whether or not they had retired. The new law
does not apply to IRAs. For more information
on the minimum distribution rules, see Re-
quired Distributions under Distributions in the
Keogh Plans section.

Repeal of 15% additional tax on excess
distributions and excess retirement accu-
mulation. If you receive retirement distribu-
tions from a qualified retirement plan after
December 31, 1996, you are no longer sub-
ject to the additional 15% excise tax on ex-
cess distributions. New law also repeals the
additional 15% tax on excess retirement ac-
cumulations for taxpayers who died after De-
cember 31, 1996.

Aggregation rules repealed. Beginning in
1997, the special aggregation rules that only
apply to self-employed individuals are elimi-
nated.

New definition of “leased employee.” Be-
ginning in January 1997, the definition of
“leased employee” has changed. See Keogh
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Plan Qualification Rules, for more informa-
tion.

New definition of highly compensated
employee. Beginning in January 1997, the
definition of highly compensated employee
has changed. See Definitions under Simpli-
fied Employee Pension (SEP).

Waiver of minimum waiting period for joint
and survivor annuities.  For plan years be-
ginning after 1996, a plan participant may
elect to waive (with spousal consent) the
30-day election period if the retirement dis-
tribution begins more than 7 days after a
written explanation of the qualified joint and
survivor annuity is provided. For more infor-
mation, see Survivor benefits, near the end
of the publication.

Important Changes for
1998

Participant's compensation. Under current
law, the limits on contributions to a defined
contribution plan cannot exceed the smaller
of $30,000 or 25% of the compensation ac-
tually paid the participant. New law, which
takes into account amounts deferred in cer-
tain employee benefit plans, will increase the
tax-deferred amount that may be contributed
by the employer at the election of the em-
ployee for years beginning after December
1997. The deferrals include amounts contrib-
uted by an employee under a:

1) Qualified cash or deferred arrangement
(section 401(k) plan),

2) Salary reduction agreement to contribute
to a tax-sheltered annuity (section 403(b)
plan), a SIMPLE IRA plan or a SARSEP,

3) Section 457 nonqualified deferred com-
pensation plan, and

4) Section 125 cafeteria plan.

The limits on elective deferrals is dis-
cussed later under Salary Reduction Ar-
rangement and in the Keogh Plan section.

401(k) matching contributions for self-
employed.  Beginning in 1998, matching
contributions to a 401(k) plan on behalf of a
self-employed individual will no longer be
treated as elective contributions subject to the
limit on elective deferrals. The matching con-
tributions for partners and other self-
employed individuals will receive the same
treatment as the matching contributions of
other employees. For more information, see
Limit on Elective Deferrals under Keogh
Plans.

Important Reminder

Plan amendments required by changes in

the law. If your Keogh plan needs to be
revised to conform to recent legislation, you
may choose to get a determination letter from
your IRS key district office approving the re-
vision. Generally, master and prototype plans
(but not the elections in their related adoption
agreements) are amended by sponsoring or-
ganizations. However, there are instances
when you may need to request a determi-

nation letter regarding a master or prototype
plan that is a nonstandardized plan and that
you maintain. Your request should be made
on the appropriate form (generally Form 5300
or 5307 for a master or prototype plan) and
should be filed with Form 8717, User Fee for
Employee Plan Determination Letter Request,
and the appropriate user fee.

You may have to amend your plan to
comply with tax law changes made by the
Small Business Job Protection Act of 1996,
Public Law 104-188; the Uruguay Round
Agreements Act, Public Law 103-465; and
the Taxpayer Relief Act of 1997, Public Law
105-34. You need to make these amend-
ments before the last day of the first plan year
beginning after 1998.

Transition relief. IRS has issued guid-
ance and transition relief for qualified plans
that fail to make a minimum required distri-
bution to an employee (other than a 5%
owner) who reached age 70% in 1996 and
had not retired by the end of 1996. The relief
is for plans that were not amended to comply
with the recent change in the definition of the
Required beginning date (discussed under
Distributions in the Keogh section). The tran-
sition relief is explained in Announcement
97-70 (published on page 14 of Internal
Revenue Bulletin 97-29).

For further information, contact employee
plans taxpayer assistance telephone service
between the hours of 1:30 p.m. and 3:30 p.m.
Eastern Time, Monday through Thursday, at
(202) 622—-6074/6075. (These are not toll-free
numbers.)

Introduction

This publication discusses retirement plans
that the owner of a small business, including
a self-employed person, can set up and
maintain for employees. It gives the informa-
tion on the following types of retirement plans.

* Simplified Employee Pension (SEP)
plans,

* SIMPLE plans, and
* Keogh plans (also called H.R. 10 plans).

Note that the plans described under Keogh
Plans can also be established and maintained
by employers that are corporations, and all
the rules in that section apply to corporations,
except where specifically limited to the self-
employed.

What is covered in this publication. This
publication can help a small business owner
set up the type of retirement plan that best
suits his or her needs. Topics covered include
contribution and deduction limits, reporting
and disclosure requirements, definitions, and
qualification rules. The key rules for SEP,
SIMPLE, and Keogh retirement plans are
outlined in Table 1, under Keogh Plans.

Major features of retirement plans.  The
major features (including the similarities and
differences) of SEP, SIMPLE, and Keogh
plans are discussed next.

Under a SEP plan, contributions are
made to individual retirement arrangements
(SEP-IRAs) set up for all employees who
qualify. A SEP can be set up by a self-
employed individual (considered both an em-
ployer and employee), a partnership, or a
corporation.

Beginning in 1997, a SIMPLE plan can
be set up by any small employer (including



corporations and self-employed individuals).
The discussion of SIMPLE Plans follows the
Simplified Employee Pension (SEP) section.

Only a sole proprietor or a partnership can
set up a Keogh plan. The plan must meet
certain legal requirements to qualify for tax
benefits. See Setting Up a Keogh Plan, later,
for a discussion of a standard form of plan
that generally meets these requirements, and
that you can adopt through a sponsoring or-
ganization.

Certain fishermen are considered to be
self-employed for purposes of setting up a
Keogh plan. (See Fishermen treated as self-
employed in the glossary near the end of this
publication.)

There is an example near the end of the
Keogh plan discussion showing you how to
complete and file the Form 5500-EZ, Annual
Return of One-Participant (Owners and Their
Spouses) Retirement Plan. See Reporting
Requirements, later, to determine if you must
file this annual return.

Topics not covered in this publication.
This publication focuses on the needs of the
small employer. Therefore, it does not cover
all the rules that may be of interest to em-
ployees. Publication 590 contains a compre-
hensive discussion of the special IRA rules
that an employee needs to know. Publication
575 covers the tax treatment of distributions
from a qualified plan, including the tax treat-
ment of rollovers and special averaging.

Useful ltems
You may want to see:

Publications

[0 535 Business Expenses

[0 575 Pension and Annuity Income

[0 553  Highlights of 1997 Tax Changes
[0 590 Individual Retirement Arrange-

ments (IRAs)
(Including SEP-IRAs and SIMPLE
IRAS)

Forms (and Instructions)

[0 1099-R Distributions From Pensions,
Annuities, Retirement or Profit-
Sharing Plans, IRAs, Insurance
Contracts, etc.

[0 5304-SIMPLE Savings Incentive Match
Plan for Employees of Small Em-
ployers (SIMPLE) (Not Subject to
the Designated Financial Institu-
tion Rules)

[0 5305-SEP Simplified Employee
Pension-Individual Retirement
Accounts Contribution Agreement

[0 5305A-SEP Salary Reduction and Other
Elective Simplified Employee
Pension-Individual Retirement
Accounts Contribution Agreement

[0 5305-SIMPLE Savings Incentive Match
Plan for Employees of Small Em-
ployers (SIMPLE) (for Use With a
Designated Financial Institution)

[0 5329 Additional Taxes Attributable to
Qualified Retirement Plans (In-
cluding IRAs), Annuities, Modified
Endowment Contracts, and MSAs

[0 5330 Return of Excise Taxes Related
to Employee Benefit Plans

[0 5500-C/R Return/Report of Employee
Benefit Plan (With fewer than 100
participants)

[0 5500-EZ Annual Return of One-
Participant (Owners and Their
Spouses) Retirement Plan

Help from IRS. See How To Get More In-
formation, near the end of this publication for
information about getting these publications
and forms.

Note: All references to “section” in the
following discussions are to sections of the
Internal Revenue Code, unless otherwise in-
dicated.

Tax Benefits of SEP,
Keogh, and SIMPLE
Plans

Terms you may need to know (see
Glossary):

Common-law employee
Contribution

Deduction

Employee
Self-employed individual
Sole proprietor

A deduction for contributions to a retirement
plan and deferral of tax on income of the plan
are benefits that apply to a small employer,
including a self-employed individual (see
Glossary) who has a SEP, a Keogh or a
SIMPLE plan.

If you are self-employed, you can take an
income tax deduction for certain contributions
you make for yourself to the plan. You can
also deduct trustee's fees if contributions to
the plan do not cover them. Deductible con-
tributions plus the plan's earnings on them
stay tax free until you receive distributions
from the plan in later years. If you are a sole
proprietor, you can deduct contributions you
make for your common-law employees (see
Glossary) as well as contributions you make
for yourself. A common-law employee cannot
deduct contributions you make.

Simplified Employee
Pension (SEP)

Terms you may need to know (see
Glossary):

Annual addition

Annual benefit
Business

Common-law employee
Compensation
Contribution

Deduction

Earned income
Employee

Employer

Partner

Self-employed individual
Sole proprietor

A simplified employee pension (SEP) is a
written plan that allows you to make contri-
butions toward your own (if you are a self-
employed individual) and your employees'
retirement without getting involved in the
more complex Keogh plan. But some advan-
tages available to Keogh plans, such as the
special tax treatment that may apply to Keogh
plan lump-sum distributions, do not apply to
SEPs.

Under a SEP, you make the contributions
to an individual retirement arrangement
(called a SEP-IRA in this publication), which
is owned by you or one of your common-law
employees.

SEP-IRAs are set up for, at a minimum,
each qualifying employee (defined below). A
SEP-IRA may have to be set up for a leased
employee (defined below), but need not be
set up for excludable employees (defined
below). If the employee cannot be located or
is unwilling to execute the necessary set-up
documents (SEP agreement and IRA trust),
you can execute them for him or her.

Form 5305-SEP. You may be able to use
Form 5305-SEP (see reproduction) in setting
up your SEP.

This form cannot be used by an employer
who:

* Currently maintains any other qualified
retirement plan. This does not prevent
you from maintaining another SEP.

Has maintained in the past a defined
benefit plan (defined later under Keogh
Plans), even if now terminated.

Has any eligible employees for whom
IRAs have not been established.

* Uses the services of leased employees
(as described later).

* |Is a member of an affiliated service group
(as described in section 414(m) of the
Internal Revenue Code), a controlled
group of corporations (as described in
section 414(b)), or trades or businesses
under common control (as described in
section 414(c)), unless all eligible em-
ployees of all the members of these
groups, trades, or businesses participate
under the SEP.

Does not pay the cost of the SEP contri-
butions.

Do not use Form 5305-SEP for a SEP
that provides for employee-elected contribu-
tions made under a salary reduction agree-
ment. Use Form 5305A-SEP, or a nonmodel
SEP if you permit elective deferrals to a SEP.

SEPs permitting elective deferrals
A cannot be established after 1996.
CAUTION

Many financial institutions will assist you
in setting up a SEP.

You can set up and contribute to a
SEP-IRA for a year as late as the due date
(plus extensions) of your income tax return for
that year. Contributions must be in the form
of money (cash, check, or money order). You
cannot contribute property. However, you
may be able to transfer or roll over certain
property from one retirement plan to another.
See Publication 590 for more information
about rollovers.

You do not have to make contributions
every year. But if you make contributions,
they must be based on a written allocation
formula and must not discriminate in favor of
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rom 9309-SEP

(Rev. January 1997)

Department of the Treasury
Internal Revenue Service

Simplified Employee Pension-Individual
Retirement Accounts Contribution Agreement

(Under section 408(k) of the Internal Revenue Code)

OMB No. 1545-0499

DO NOT File With
the Internal
Revenue Service

(Name of employer)

Internal Revenue Code and the instructions to this form.

makes the following agreement under section 408(k) of the

Article [—Eligibility Requirements (Check appropriate boxes—see Instructions.)

The employer agrees to provide for discretionary contributions in each calendar year to the individual retirement account or individual

retirement annuity (IRA) of all employees who are at least

services for the employer in at least
employee pension (SEP) [ includes

years old (not to exceed 21 years old) and have performed

years (not to exceed 3 years) of the immediately preceding 5 years. This simplified

[ does not include employees covered under a collective bargaining agreement,

[ includes [ does not include certain nonresident aliens, and [includes []does not include employees whose total
compensation during the year is less than $400*.

Article II—SEP Requirements (See Instructions.)

The employer agrees that contributions made on behalf of each eligible employee will be:

A. Based only on the first $160,000* of compensation.

B. Made in an amount that is the same percentage of compensation for every employee.

C. Limited annually to the smaller of $30,000* or 15% of compensation.

D. Paid to the employee’s IRA trustee, custodian, or insurance company (for an annuity contract).

Employer’s signature and date

Name and title

highly compensated employees (defined be-
low). When you contribute, you must contrib-
ute to the SEP-IRAs of all qualifying employ-
ees who actually performed personal services
during the year for which the contributions are
made, even employees who die or terminate
employment before the contributions are
made.

The contributions you make under a SEP
are treated as if made to a qualified pension,
stock bonus, profit-sharing, or annuity plan.
Consequently, contributions are deductible
within limits, as discussed later, and generally
are not taxable to the plan participants. Con-
tributions generally are not subject to federal
income, social security, Medicare, or unem-
ployment taxes.

Partnership. A partnership can have a SEP.

Definitions

The term self-employed individual is defined
in the glossary. For SEP purposes, a self-
employed individual is an employee as well
as an employer. A self-employed individual
can have a SEP-IRA.
Qualifying employee. This is an individual
who has:

1) Reached the age of 21 years,

2) Worked for you in at least 3 of the im-
mediately preceding 5 years, and

3) Received at least $400 in compensation
from you for 1997.

Note. You can establish less restrictive
participation requirements for employees than
those listed, but not more restrictive ones.

Leased employees. If you have leased em-
ployees who are treated as your employees
and meet the above participation require-
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ments, you must include these employees in
your SEP. You have a leased employee who
must be treated as your employee if a person
who is not your employee is hired by a leasing
organization and provides employee services
to you under your primary direction or control.
These services must be provided by that
person on a substantially full-time basis for
at least a year under an agreement between
you and the leasing organization.

Excludable employees.  The following em-
ployees need not be covered under a SEP:

1) Employees who are covered by a union
agreement and whose retirement bene-
fits were bargained for in good faith by
their union and you, and

2) Nonresident alien employees who have
no U.S.-source earned income from you.

Highly compensated employees.  For 1997,
a highly compensated employee is one who:

* Owned more than 5% of the capital or
profits interest in the employer at any time
during 1996 or 1997, or

* For 1996, received compensation from
the employer of more than $80,000 and,
if the employer so elects, was in the top
20% of employees when ranked by
compensation.

Contribution Limits

Contributions you make for a year to a com-
mon-law employee's SEP-IRA cannot be
more than the smaller of 15% of the employ-
ee's compensation (see Glossary) or
$30,000. Compensation, for this purpose,
generally does not include employer contri-
butions to the SEP. However, if you have a
salary reduction arrangement, discussed

later, see Employee compensation defined
under Salary Reduction Arrangement.

Annual compensation limit. You generally
cannot consider the part of compensation of
an employee that is over $160,000 when fig-
uring your contributions limit for that em-
ployee. The maximum contribution amount for
you or for employees for which the $160,000
limit applies is $24,000.

More than one plan. If you contribute to a
defined contribution plan (defined later under
Keogh Plans), annual additions are limited to
the lesser of (1) $30,000 or (2) 25% of the
participant's compensation. When you figure
these limits, your contributions to all defined
contribution plans must be added. Since a
SEP is considered a defined contribution plan
for purposes of these limits, your contributions
to a SEP must be added to your contributions
to other defined contribution plans.

Reporting on Form W-2. Do not include
SEP contributions on Form W-2, Wage and
Tax Statement, unless there are contributions
over the limit that applies or there are contri-
butions under a salary reduction arrangement
as discussed later.

Contributions for yourself. The annual
limits on your contributions to a common-law
employee's SEP-IRA also apply to contribu-
tions you make to your own SEP-IRA. How-
ever, special rules apply when figuring your
maximum deductible contribution. Also see

Deduction of Contributions for
Self~Employed, later.
Tax treatment of excess contributions. If

the amount you contribute to an employee's
SEP-IRA (or to your own SEP-IRA) for a year
exceeds the smaller of:



* 15% of the employee's compensation (or,
for you, 13.0435% of your net earnings
from self-employment) or

* $30,000,

the excess is included in the employee's in-
come for the year and is treated as a contri-
bution by the employee to his or her SEP-IRA.

As a result, the annual limit on contribu-
tions an employee can make to an IRA (gen-
erally, the smaller of $2,000 or the employee's
compensation), which also applies to the
employee's own contributions to a SEP-IRA,
may have been exceeded. In that case, the
employee would be subject to a 6% excise tax
on the excess unless the employee withdraws
it (and any net income earned on the excess)
by the due date (including extensions) for fil-
ing his or her income tax return for that year
and did not take a deduction for the excess.

The employee's IRA deduction may be
limited because of coverage by an employer
plan (including the SEP), as explained in
Publication 590.

When To Deduct

Contributions

When you (the employer) can deduct contri-
butions made for a year depends on the tax
year on which the SEP is maintained. If the
SEP is maintained on a calendar year basis,
you can deduct contributions made for a year
on your tax return for the year ending with or
within that calendar year. If your taxable year
is not the calendar year (fiscal year or short
tax year) and the SEP is maintained on the
basis of that other tax year, you can deduct
contributions made for a year on your tax re-
turn for that tax year.

When contributions are considered made.
Treat any contributions you make on account
of a taxable year as made for that year if you
make them by the due date (plus extensions)
of your income tax return for that year.

Deduction Limits

The most you can deduct for employer con-
tributions for common-law employees is 15%
of the compensation (see Glossary) paid to
them during the year from the business that
has the plan.

Deduction of Contributions
for Self-Employed

When figuring the deduction for employer
contributions made to your own SEP-IRA,
compensation is your net earnings from self-
employment (see Glossary), which takes into
account:

1) The deduction allowed to you for one-
half of the self-employment tax, and

2) The deduction for contributions on behalf
of yourself to the plan.

The deduction for contributions on your
behalf and your compensation (net earnings)
are dependent on each other. For this reason,
the deduction for contributions on your behalf
is determined indirectly by reducing the con-
tribution rate called for in your plan. This is
done by using the Rate Table for Self-

Employed (next) or by using the Rate Work-
sheet for Self-Employed, later.

Rate table for self-employed. If your plan's
contribution rate for allocating employer con-
tributions to employees is a whole number
(for example, 12% rather than 12%:%), you
can use the following table to find the rate
that applies to you. Otherwise, you can figure
your rate using the worksheet provided later.

First find your plan contribution rate (the
contributions rate stated in your plan) in Col-
umn A of the table. Then read across to the
rate under Column B. This is the rate to be
applied for you as shown in Example 1, later.

Rate Table for Self-Employed

Column A Column B
If the Plan Contribution Your
Allocation Rate is: Rate is:
(shown as a %) (shown as a decimal)
1. ... .009901
2 . ... .019608
3. ... .029126
4 .. ... .038462
5. ... .047619
6 .. ... .056604
7 .. ... .065421
8 .. ... .074074
9 .. ... .082569
10 .. ... .090909
11 .. ... .099099
12 .. ... 107143
13 .. ... .115044
14 .. ... .122807
15*% . ... .130435*
16 .. ... .137931
17 .. ... .145299
18 .. ... .152542
19 .. ... .159664
20 .. ... .166667
21 .. ... .173554
22 .. ... .180328
23 .. ... 186992
24 .. ... .193548
25 e .200000

*The deduction for annual employer contri-
butions to a SEP or profit-sharing plan cannot
exceed 13.0435% of your compensation (fig-
ured without deducting contributions for
yourself) from the business that has the plan.

The rates in the above table and the
worksheets that follow apply only to
unincorporated employers who have
only one defined contribution plan, such as a
profit-sharing plan. A SEP is treated as a

profit-sharing plan.

Example 1. You are a sole proprietor and
have employees. If your plan's contribution
rate for allocating contributions is 10% of a
participant's compensation, your rate is
0.090909. Enter this rate in step 1 under
Figuring your deduction, later.

Rate worksheet for self-employed.  If your
plan's contribution rate is not a whole number
(for example, 10%:%), you cannot use the
Rate Table for Self-Employed. Use the Rate
Worksheet for Self-Employed, next.

Rate Worksheet for Self-Employed

1) Plan contribution rate as a decimal (for
example, 10%:% would be 0.105) .......

2) Rate in line 1 plus one (for example,
0.105 plus one would be 1.105)

3) Self-employed rate as a decimal (di
vide line 1 by line 2) .....ccccccovvviicins

Figuring your deduction.  Now that you have
your self-employed rate, you can figure your
maximum deduction for contributions for
yourself by completing the following steps:

Deduction Worksheet for Self-Employed
Step 1
Enter your rate from the Rate Table
for Self-Employed or Rate Worksheet
for Self-Employed .............cccccooeevninnine
Step 2
Enter your net earnings from line 3,
Schedule C-EZ (Form 1040), line 31,
Schedule C (Form 1040), line 36,
Schedule F (Form 1040), or line 15a,
Schedule K-1 (Form 1065) ................
Step 3
Enter your deduction for self-
employment tax from line 26, Form
1040 oo $
Step 4
Subtract step 3 from step 2 and enter
the result ..o $ 000
Step 5
Multiply step 4 by step 1 and enter the
FeSUlt ..o
Step 6
Multiply $160,000 by your plan contri-
bution rate. Enter the result but not
more than $30,000 ..........cccccveeeveennenn. $
Step 7
Enter the smaller of step 5 or step 6.
This is your maximum deductible
contribution. Enter your deduction on
line 28, Form 1040 .........ccocccvvviiiinnnne $

Example 2. You are a sole proprietor and
have employees. The terms of your plan
provide that you contribute 10%:% (.105) of
your compensation, and 10%-% of your com-
mon-law employees' compensation. Your net
earnings from line 31, Schedule C (Form
1040) are $200,000. In figuring this amount,
you deducted your common-law employees'
compensation of $100,000 and contributions
for them of $10,500 (10%2% x $100,000). This
net earnings amount is now reduced to
$193,267 because you subtracted your self-
employment tax deduction of $6,733. See
how to figure the deduction for one-half of
your self-employment tax in the reproduction
of filled-in portions of both Schedule SE
(Form 1040) and Form 1040. You figure your
self-employed rate and maximum deduction
for employer contributions on behalf of your-
self as follows:

Rate Worksheet for Self-Employed

1) Plan contribution rate as a decimal (for
example, 10%:% would be 0.105) ....... 0.105
2) Rate in line 1 plus one (for example,
0.105 plus one would be 1.105) ......
3) Self-employed rate as a decimal (|
vide line 1 by lin€ 2) .....ccoovvvviviiennnn,

Deduction Worksheet for Self-Employed

Step 1

Enter your rate from the Rate Table
for Self-Employed or Rate Worksheet
for Self-Employed
Step 2

Enter your net earnings from line 3,

Schedule C-EZ (Form 1040), line 31,

Schedule C (Form 1040), line 36,

Schedule F (Form 1040), or line 15a,

Schedule K-1 (Form 1065) ................ __$ 200,000
Step 3

Enter your deduction for self-

employment tax from line 26, Form

1040 it $ 6,733
Step 4

Subtract step 3 from step 2 and enter

the result ... $ 193,267
Step 5

Multiply step 4 by step 1 and enter the

FESUIt .o $ 18,360
Step 6

Multiply $160,000 by your plan contri-

bution rate. Enter the result but not

more than $30,000 ..........c.ccceviiiinnnne __$16.800




Portion of Schedule SE (Form 1040)

Section A—Short Schedule SE. Caution: Read above to see if you can use Short Schedule SE.

1 Net farm profit or (loss) from Schedule F, line 36, and farm partnerships, Schedule K-1 (Form
1065), line 15a 1
2 Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; and Schedule K-1 (Form
1065), line 15a (other than farming). Ministers and members of religious orders, see page SE-1
for amounts to report on this line. See page SE-2 for other income to report. 2 200,000
3 Combine lines 1 and 2 . o 3 200,000
4 Net earnings from self- employment Multlply Ilne 3 by 92 35% (.9235). If less than $400, 1847
do not file this schedule; you do not owe self-employment tax . > 4 84,700
5 Self-employment tax. If the amount on line 4 is:
® $65,400 or less, multiply line 4 by 15.3% (.153). Enter the result here and on 13466
Form 1040, line 47. S )
e More than $65,400, multiply line 4 by 2.9% (.029). Then, add $8,109.60 to the
result. Enter the total here and on Form 1040, line 47.
6 Deduction for one-half of self-employment tax. Multiply line 5 by
50% (.5). Enter the result here and on Form 1040, line 26 . . . . | 6 | 6,733 |
For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 113582 Schedule SE (Form 1040) 1997
Portion of Form 1040
. 23 IRA deduction (see page 16) . . . . . . . 23
AdJUSted 24 Medical savings account deduction. Attach Form 8853 . 24
Gross 25 Moving expenses. Attach Form 3903 or 3903-F . . . 25
Income 26  One-half of self-employment tax. Attach Schedule SE . | 26 6,733
If line 32 is under 27  Self-employed health insurance deduction (see page 17) 27
$29,290 (under 28 Keogh and self-employed SEP and SIMPLE plans . . 28 16,800
$9,770ifachid 29  Ppenalty on early withdrawal of savings . . . . . . |29
did not live with 30a Al id b Recibient’s SSN » : : 30a
you), see EIC inst. a Imony pai ecipient’'s ' ' 23 533
on page 21. 31  Add lines 23 through 30a . .3t '
32  Subtract line 31 from line 22. This is your adjusted gross income > | 32

Step 7

Enter the smaller of step 5 or step 6.
This is your maximum deductible
contribution.  Enter your deduction
on line 28, Form 1040. .......cc...ccceeuu.e.

Multiple Plan Limits

For purposes of the deduction limits, treat all
of your qualified defined contribution plans
(defined later) as a single plan, and treat all
of your qualified defined benefit plans (de-
fined later) as a single plan. If you have both
kinds of plans, a SEP is treated as a separate
profit-sharing (defined contribution) plan. A
“qualified” plan is a plan that meets certain
requirements. See Keogh Plan Qualification
Rules, later.

SEP and profit-sharing plans. If you also
contributed to a qualified profit-sharing plan,
you must reduce the 15% deduction limit for
that profit-sharing plan by the allowable de-
duction for contributions to the SEP-IRAs of
those participating in both the SEP plan and
the profit-sharing plan.

Defined contribution and defined benefit

plans. If you contribute to one or more de-
fined contribution plans (including a SEP) and
one or more defined benefit plans, special
deduction limits may apply. For more infor-
mation about the special deduction limits, see
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Deducting contributions to combination of
plans under Keogh Plans, later.

Carryover of excess contributions. If you
made contributions in excess of the deduction
limit (nondeductible contributions), you can
carry over and deduct the excess in later
years. However, the excess contributions
carryover, when combined with the contribu-
tion for the later year, cannot exceed the de-
duction limit for that year.

Excise tax. If you made nondeductible
(excess) contributions to a SEP, you may be
subject to a 10% excise tax. To figure and
report the excise tax, see Excise Tax for
Nondeductible (Excess) Contributions and
Carryover of Excess Contributions under
Keogh Plans, later.

Where To Deduct on Form
1040

Deduct contributions for yourself on line 28
of Form 1040. You deduct contributions for
your common-law employees on Schedule C
(Form 1040), on Schedule F (Form 1040), or
on Form 1065, whichever applies to you.

If you are a partner, the partnership
passes its deduction to you for the contribu-
tions it made for you. The partnership will re-
port these contributions on Schedule K-1
(Form 1065). You deduct them by entering
the amount on line 28 of Form 1040.

Salary Reduction
Arrangement

A SEP established before 1997 can include
a salary reduction arrangement. Under this
arrangement, your employees can elect to
have you contribute part of their pay to their
SEP-IRAs. The income tax on the part con-
tributed is deferred. This choice is called an
elective deferral, which remains tax free until
distributed (withdrawn). This type of SEP is
called a salary reduction simplified employee
pension (SARSEP). You may be able to use
Form 5305A-SEP to maintain this type of
SEP. Many qualified financial institutions can
assist you in setting up this type of arrange-
ment.

An employer is not allowed to estab-
A lish a SARSEP after 1996. However,
OSEEN participants  (including  employees
hired after 1996) in a SARSEP that was es-
tablished before 1997 can continue to elect
to have their employer contribute part of their
pay to the plan. A new SIMPLE retirement
plan (discussed later) is now available to
small employers.

Restrictions.  This salary reduction arrange-
ment (elective deferrals) is available only if:

1) At least 50% of your employees eligible



to participate choose the salary re-
duction arrangement,

2) You have 25 or fewer employees who
were eligible to participate in the SEP (or
would have been eligible to participate if
you had maintained a SEP) at any time
during the preceding year, and

3) The amount deferred each year by each
highly compensated employee as a per-
centage of pay (the deferral percentage)
is not more than 125% of the average
deferral percentage (ADP) of all em-
ployees (other than highly compensated
employees) eligible to participate (the
ADP test).

Deferral percentage. The deferral per-
centage for an employee for a year is the ratio
of:

* the amount of elective employer contri-
butions paid to the SEP for the employee
for the year, to

* the employee's compensation (no more
than $160,000).

A salary reduction arrangement is not
available for a SEP maintained by a state or
local government or any of their political sub-
divisions, agencies, or instrumentalities, or a
tax-exempt organization.

Limits on elective deferrals. The most
compensation a participant can elect to defer
for the calendar year 1997 is the smaller of:

* 15% of the participant's compensation,
or

* $9,500.

If the employee also participates in a tax-
sheltered annuity plan (section 403(b) plan),
total deferrals cannot exceed $9,500.

Employee compensation defined. To
figure the elective deferral amount for an
employee who participates in your salary re-
duction arrangement, compensation is gen-
erally the amount you pay to the employee for
the year minus the elective deferral amount
(not includible in the employee's income for
that year). However, you can choose to treat
the deferrals as compensation, as discussed
later.

The deferral amount and the compen-
sation (minus the deferral) are each depend-
ent on the other. For this reason, the deferral
amount is figured indirectly by reducing the
contribution rate for deferrals called for under
the salary reduction arrangement. This
method is the same one that you, as a self-
employed person, use to figure the contribu-
tions you make on your own behalf to your
SEP-IRA. See Deduction of Contributions for
Self-Employed, earlier.

For example, if the deferral contribution
rate called for under the salary reduction ar-
rangement is 15% of your employee's salary
for the year, you figure the deferral amount
by multiplying the salary by 13.0435%, the
reduced rate equivalent of 15%. See Rate
Table for Self-Employed, earlier.

Election to treat deferrals as compen-
sation. You, as the employer, can choose to
treat elective deferrals for a year as compen-
sation under your salary reduction arrange-
ment, even though the deferrals are not
includible in the income of your employees for
that year. This method may be used for pur-
poses of calculating deferral percentages for

the ADP test. However, the reduced rate
method must always be used to determine
the maximum  deductible  contribution
(13.0435% of unreduced compensation).

For years beginning after December
@ 1997, a participant's compensation for

determining the maximum deductible
limit will include certain elective deferrals.
This new definition results in an increase in
the maximum tax-deferred amount that can
be contributed by the employer at the
election of the employee.

Alternative definitions of compen-
sation. In addition to the general definition
of compensation and the election described
in the preceding paragraphs, you can use any
definition of compensation that:

* |s reasonable,

* Is not designed to favor highly compen-
sated employees, and

Provides that the average percentage of
total compensation used for highly com-
pensated employees as a group for the
year is not more than minimally higher
than the average percentage of total
compensation used for all other employ-
ees as a group.

Self-employed individuals. If you are
self-employed (a sole proprietor or a partner),
compensation is your net earnings from your
trade or business (provided your personal
services are a material income-producing
factor), taking into account your deduction for
contributions on your behalf to employer re-
tirement plans and the deduction allowed for
one-half of your self-employment tax. To fig-
ure the amount of the elective deferral con-
tributions made to your own SEP-IRA, see
Deduction of Contributions for Self-Employed,
earlier.

Compensation for this purpose does not
include tax-free items (or deductions related
to them) other than foreign earned income
and housing cost amounts.

Disabled participants. ~ You may be able
to elect to use special rules to determine
compensation for a participant who is per-
manently and totally disabled. See Internal
Revenue Code section 415(c)(3)(C), which
provides that the participant's compensation
means the compensation the participant
would have received if paid at the rate of
compensation paid before becoming perma-
nently and totally disabled.

Tax treatment of deferrals.  You can deduct
your deferrals that, when added to your other
SEP contributions, are not more than the
limits under Deduction Limits, earlier. Defer-
rals not more than the average deferral per-
centage (ADP) test limit (see item 3 under
Restrictions above) under an elective deferral
arrangement are excluded from the employ-
ee's wages subject to federal income tax in
the year of deferral. However, these deferrals
are included in wages for social security,
Medicare, and federal unemployment (FUTA)
tax purposes.

Reporting on Form W-2. Any SEP
contributions relating to your employee's
wages under a salary reduction arrangement
are included in the Form W-2 wages for so-
cial security and Medicare tax purposes only.

Example. Jim's salary reduction ar-
rangement calls for a deferral contribution
rate of 10% of his salary. Jim's salary for the

year is $30,000 (before reduction for the
deferral). The employer did not elect to treat
deferrals as compensation under the ar-
rangement. To figure the deferral amount, the
employer multiplies Jim's salary of $30,000
by 9.0909% (the reduced rate equivalent of
10%) to get the deferral amount of $2,727.27.
(This method is the same one that you, as a
self-employed person, use to figure the con-
tributions you make on your own behalf.) See
Rate Table for Self Employed, earlier.

On Jim's Form W-2, the employer shows
total wages of $27,272.73 ($30,000 minus
$2,727.27), social security wages of $30,000,
and Medicare wages of $30,000. Jim reports
$27,272.73 as wages on his individual income
tax return.

If the employer elects to treat deferrals as
compensation under the salary reduction ar-
rangement, Jim's deferral amount would be
$3,000 ($30,000 x 10%) because, in this
case, the employer uses the rate called for
under the arrangement (not the reduced rate)
to figure the deferral and the ADP test. On
Jim's Form W-2, the employer shows total
wages of $27,000 ($30,000 minus $3,000),
social security wages of $30,000, and Medi-
care wages of $30,000. Jim reports $27,000
as wages on his return.

In either case, the maximum deductible
contribution would be $3,913.05 ($30,000 x
13.0435%).

Excess deferrals. The treatment of ex-
cess deferrals made under a SARSEP plan
is similar to the treatment of excess deferrals
made under a Keogh plan. See Treatment of
Excess Deferrals under Keogh Plans, later.

Overall Limits on
SEP Contributions

Contributions you make to a common-law
employee's SEP-IRA, including elective
deferrals, are subject to the SEP limits dis-
cussed earlier. These limits also apply to
contributions you make to your own SEP-IRA.
See Contribution Limits, earlier.

Distributions (Withdrawals)

As an employer, you cannot prohibit distribu-
tions from a SEP-IRA. Also, you cannot con-
dition your contributions on any part of them
being kept in the account.

Distributions are subject to IRA rules. For
information about IRA rules, including the tax
treatment of distributions, rollovers, required
distributions, and income tax withholding, see
Publication 590.

Additional Taxes

Additional taxes may apply to a SEP-IRA be-
cause of premature distributions, excess ac-
cumulations, or excess contributions. For in-
formation about these taxes, see chapter 6,
What Acts Result in Penalties?, in Publication
590. Also, a SEP-IRA account may be dis-
qualified, or an excise tax may apply, if the
account is involved in a prohibited trans-
action, discussed next.

Prohibited transaction. If an owner im-
properly uses his or her SEP-IRA, such as
by borrowing money from it, the owner has
engaged in a prohibited transaction. In that
case, the SEP-IRA will no longer qualify as
an IRA. For a li